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Q Pllease state your name, place of employment and title.

A:

Nfy name is Frank Creamer. [ am a management consultant specializing 1n business

performance, and utility regulatory matters for gas and electric utilities through my own

company, Barmington Associates Inc , located at 730 Walnut Road, Barrington, Illinozs,

60010. | am Director of the company.
Q: Rlease describe your educational background.
A I recerved a Bachelor of Science degree as a Getty Oil Scholar in Petroleum

Enginegring at the University of Oklahoma in 1973. Talso received a Masters of Business

Admini§tration with honors specializing i Finance, International Business Economics and

Statistids from the Umversity of Chicago in 1989.

Q.

A.

Plcase describe your work experience

[ have thirty years of energy experience worldwide, with the last thurteen years

focused exclusively 1n the natural gas and electric utility business sectors. 1 have directed or

advised on projects for utilities involving commission-mandated audits, rate design,
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affiliated Interests reviews, gas supply planning and procurement, privatization preparation,

M&A, shiired services assessments, and regulatory compliance.

From 1995 to 2002, as an Associate Partner with Accenture m the North America Utihity

Business [Unt, I participated 1n projects that mcluded busmess restructuring, energy

marketing, gas supply planning, regulatory strategy, rate design, operational improvements,

transformation outsourcing and shared services.

From 1994-1995, as a Principle with Computer Science Corp (CSC), I participated in

projects that included supply chamn reengineering, and T&D reengineening. From 1989-

1995, as Principle and head of the Natural Gas Practice for Theodore Barry & Associates

(now PA

Consulting), I participated in nuclear retrospective prudency audits, cost-of-service

audits, g¢neral management audits, gas procurement audits, business redesign projects, gas

supply dgsigns, and gas marketing development.

From 19B1-1989, as Cluef Engineer with Craddock Engimeering, I was responsible for the

engineering design and operations of the exploration and production activities of AGIP’s

(ENI) 01} and gas operations.

From 19(78-1981, as Vice President of the Northern Trust Bank, I was responsible for the

valuation of the energy-based portfolio of loans

From 1973-1978, as Semor Engineer with Amoco Production and Amoco International Oil

Comparly, 1 was responsible for certain exploration and production activities 1 the United

States apd Middle East.

Q.

Have you ever been employed as a consultant by the Tennessee Regulatory

Authority (“TRA” or “Authority”)?

A
United

analysi

\es. As a consultant to the TRA, I directed the Gas Purchase Prudency Audit for
Cities Gas (UCG), Nashville Gas, and Chattanooga Gas n 1993-1994; prepared an

$ of UCG’s 1* year experimental Performance Based Ratemaking (“PBR”) program

in 1995-1996; prepared an analysis of UCG’s 2" year experimental PBR program in 1996-

19971

h 1998, served as the TRA’s witness in the remand of UCG’s 1996 Phase One

proceeding wherein the TRA considered continuing the PBR mechanism; and also in 1998,
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served aq the TRA’s witness for UCG’s Phase Two proceeding to determine whether to

continue fthe PBR mechanism beyond its second year on a permanent basis

Q. What 1s the purpose of your testimony in this matter?

A I |have been retained by Umted Cities Gas, now known as Atmos Energy Corporation

(“Atmos|’ or “Company”), to provide an opinion as to the following: (1) how the savings

Atmos hhs obtained through negotiated discounts on certain transportation contracts should

be treatefl under the Company’s current PBR program; (2) how savings from the Company’s

NORA dontract should be treated under the Company’s current PBR program; and (3) how

the new

fariff proposed in Docket No. 02-00850 will operate.

Q What have you relied upon 1n reaching your findings?

A: Ih reaching these findings, 1 relied on the pleadings in Docket Nos. 01-00704 and 02-

00850,

e pleadings and testtmony 1n the Phase II proceedings, Atmos annual reports, my

report dhted February 28, 1997, and notes from my March 13, 2002 meeting with TRA

Staff.

Q. How should the savings generated from the discount transportation agreements

Atmos Has negotiated be treated under the Company’s current PBR program?

A: Atmos 15 entitled to share 1n those savings under the terms of the current PBR

progran}. As I will demonstrate m more detail below, transportation costs were mncluded

within {
resuit i
savings
the tran

Commd

he intent and scope of the original PBR program and to exclude them now would
| a material defect in the PBR plan. As I will explain 1n more detail below, the
from Atmos’ negotiated transportation discounts were intended to be captured by
sportation cost adjuster for city gate purchases which 1s contamed with the Gas

dity Cost mechanism of the PBR.

Q: Please describe briefly how the PBR plan originally came into existence.
A- [n 1999, after a two-year experimental period and extensive hearings, the TRA
approvgd an amendment to Atmos’ tanff implementing a permanent PBR plan The

permangnt PBR plan 1s encompassed within the Apnl 1999 Phase Two Order 1in Docket No.

3
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97-01364] and became effective Aprl 1, 1999.! The purpose of the PBR plan is to eliminate

the need

for the TRA to hire a consultant to conduct a yearly prudency review of Atmos’ gas

procurer&ent, storage, and capacity activities, and to give the Company an incentive to find

and aggrgssively pursue cost savings on an ongomg basis. Under the PBR plan, Atmos’

performapce 1s evaluated on an on-going basis by comparing the Company’s performance

with pre{defined benchmarks which act as surrogates for the market. The PBR creates an

incentivel for Atmos to out-perform the market in 1ts acquisition of gas supply and

transporthtion services by allowing Atmos to share in savings obtained, but also requiring

Atmos td help absorb excess costs incurred.

The PBR allows Atmos to share in savings obtained and costs incurred through two

mechani

kms: (1) the Gas Procurement Incentive Mechanism (also referred to as Gas

Commodity Cost Mechamism); and (2) the Capacity Management Incentive Mechamsm

(also re

erred to as the Capacity Release Sales Mechanism) The issues of the this

consolidhted docket deal solely with the Gas Commodity Cost Mechanism.

The TR/

\, 1n approving the experimental PBR mechanism 1n 1995, noted that the Authonty

should begin to look to mcentive programs and more streamlined regulation to improve

efficieng

adopted
storage,

intent, 4

y and hold down costs to consumers 2 Consistent with the TRA objective, the TRA
a PBR program that was intended to span the entire spectrum of gas procurement,
and capacity activities My testimony during the 1998 proceedmg3 confirms this

nd notes that these gas cost related activities, which directly impact the ultimate

price paid by the consumer, were mtially captured through five separate and distinct PBR

mechanfsms,’ namely.

a) Gas Procurement
b) Seasonal Pricing Differential

c) Storage Gas Commodity

! Phase Il Orderp 1

2

2 United Cities Gas Company, Second-Year Review of Experimental Performance-Based

Ratemaking Mechanism April 1, 1995 - November 30, 1996, 2/28/97,p.7
3 Vol 1 p 61, lines 6-9
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d) Transportation Capacity Cost; and

e) Storage Capacity Cost.

In making the PBR plan permanent in 1999, the TRA did not revise either the intent or the
scope off the plan, but did simplify the PBR mechanism by collapsing the above five

: 5
mechani$ms into two, as follows:

a) Gas Commodity Cost; and

b) Capacity Release Sales.

My testjnony as the TRA witness recommended collapsing the five mechanisms nto two,
and con¢luded that the sharing formulas would not have to be changed. The intent of the

PBR plI: was clearly broad enough to account for the entire associated commodity cost of

purchasing, delivering, and storing of gas to the end consumer and n doing so, accounted
for the:

a) Costs of the commodity portion of gas;

b) Costs of transporting the commodity to Atmos” city gate®, and

¢) Costs of gas storage
Q blease describe how the Gas Commodity Cost mechanism of the PBR plan operates.
A. Atmos’ gas purchases are compared to an adjusted simple average of a basket of

market Jindices (Inside FERC, NYMEX, Natural Gas Intelligence, and Gas Daily). The

index ayerage 18 adjusted depending on whether the purchases were long-term contracts and

4 Order of the Tennessee Pubhc Service Commission dated May 12, 1995

5 Final Order Phase II, TRA Docket 97-01464, 8/16/99, p 28

6 “City gate” refers to the pipeline delivery pomt to Atmos’ distribution system
5
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if so, w

Hether delivery of the gas was taken directly at Atmos’ city gate or at some point

upstrean]. The two adjustments are

a) Competitive Bid Adjustment for long-term upstream (spot or swing)’
purchases, using the three-year rolling average of long-term contract
premium over spot; and

b) Avoided Cost Adjustment for long-term city-gate (spot or swing)
purchases, using the appropriate pipeline transportation cost (emphasis

added).

The tablk below summarizes the formulas for each of the procurement-related transaction

possibilities:
© Catdgory. “Monthly “Fong:term Upstream . | Lorig-term @ City’
- SpotiGas Average of the three Average of the three Average of the three
‘Purdhases: market mdexes (FERC, market indexes + market mdexes +
e .| NYMEX, NGI) Competitive Bid Competitive Bid
' Adjustment Adjustment +
Avoided Cost
R S Adjustment
: Switjg Purchases -| Gas Daily Index Gas Daily Index + Gas Daily Index +
B L Competitive Bid Competitive Bid
Adjustment Adjustment +
Avoided Cost
Adjustment
Using the above table, each purchasing decision is mapped to the appropriate category in

order tg
month i

ratepay

determine the relevant index and adjusters. If Atmos’ total gas purchases for the
re less than 97.7% of the benchmark, savings are earned and shared equally by the

br and the Company. If Atmos’ purchases exceed 102% of the benchmark, penalties

7

gas. Th
sale of
varies {
volumsg

The Spot Market 1s characterized by short-term contracts for specified volumes of

e Spot Price 1s the current one-time purchase price. A Spot Purchase 1s a short term
ras to an end-user, local distribution company, or pipehne for which the duration

f a month or more. Swing purchases are also short-term contracts for specified

s of gas, but for a duration of less than a month.

6
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are calculated and also shared equally between the ratepayer and the Company When

Atmos’

ghs purchases fall between 97.7% and 102% (the deadband), no gains or penalties

are calcullated.

Q:

A.

Ale transportation costs included within the scope of the original PBR plan?

vks Otherwise, the plan would contain a matenal defect.

As noted earher the PBR plan confirmed that the PBR was mtended to cover all costs of

purchamIg, delivering, and storing gas to the end consumer, including transportation costs.?

The Aut

ority’s definition of total gas cost in the Phase Two Order specifically recognizes

that gas qost includes a transportation cost component. The Authorty stated that

The total cost of the gas includes the commodity cost and the
transportation cost to move the gas from its source to the city
gate. In general the closer the gas source 15 to the city gate,
the higher the commodity cost, but, since the distance to be
moved 1s less, the transportation cost 1s less. In contrast, the
farther the gas is from the city gate, the cheaper the
commodity cost, but the transportation cost to move it a
greater distance is more. It1s, therefore, possible that the total
of commodity and transportation costs for the higher cost gas
could be lower than the total costs (commodity plus

transportation) for the cheaper gas.’

As notell in the Phase Two Order, Consumer Advocate and Protection (“CAPD”) witness

Dan MdCormac conceded that Atmos’ gas cost consists of both the commodity price of the

gas, plus the transportation cost of moving the gas from the pipeline receipt point to the

delivery pomt.m

The PT was designed to create an incentive for Atmos to out-perform the market in 1ts
0

acquist

n of gas supplies by allowing Atmos to share in savings obtained and help absorb

Trans of March 26, 1998 Hearmg, vol 1p 61, lines 6-9
Phase Two Order p 18 fn 46) (emphasis added).
Phase Two Order p 18

7
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excess costs.!’ A fundamental requrement of the PBR is that Atmos 1s not to be rewarded

at the expense of the ratepayer. In order to satisfy the incentive principle behind the PBR, as

recogniz Ld in the Phase Two Order, the program must be all-inclusive, e.g. it must include

all aspedts of gas purchasing activities. If transportation costs had been excluded from the

PBR prdgram and simply passed on 1n full to the consumers, the PBR plan would have a

material ldefect. Atmos could increase 1its savings on the commodity portion, which 1t would

share 1n by entenng mto relatively high transportation cost arrangements (which would be

passed ofn to the ratepayer) in order to Jower commodity costs. Under this scenario, Atmos

could edrn benefits at the ratepayers’ expense. This 1s completely inconsistent with the

goals off the PBR program, and explams why transportation costs were included 1n the

program| from 1ts inception.

Also, arf important feature of the PBR program in addition to the mncentive component was

the elimlnation of the need for the TRA to hire a consultant each year to review Atmos’ gas

costs fo

{ the past year to determine 1f they were prudent.12 If transportation costs are now

excluded from the PBR, as recommended by the CAPD, Atmos would have no ncentive to

beat thd market, and there would be no process in place for the TRA to verify market

transporfation costs, short of ordering a prudency audit — the very type of regulatory activity

the PBR] was designed to avoid.

For thede reasons, transportation costs were included within the scope of the current PBR

plan, andd were captured through the transportation cost adjuster within the Gas Commodity

Cost mdchanism.

Q How were Atmos’ transportation costs determined when the PBR plan was originally
implemgnted?
A: During the experimental PBR timeframe, Atmos’ actual transportation costs for

moving

the gas from the pipeline receipt pont to Atmos’ city gate were at the applicable

undiscdunted, published FERC tariffed rate. Each pipeline seeks and receives an approved

FERC 1

ate, the maximum the pipeline transportation provider is allowed to charge. These

1 Phase Two Order p. 2
12 Phase Two Order p 1
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maximuny-approved rates are for firm, long-term transportation arrangements, not for short-

term, mtdrruptible service. Subsequent to the experimental PBR timeframe, Atmos began

extensive| negotiations with pipeline companies seeking to obtain discounted transportation

contracts [for moving gas from the respective pipeline receipt points to Atmos’ city gate.

The prospects of sharing the realized transportation savings with the consumer through the

PBR plail were clearly a positive incentive for Atmos to actively and aggressively pursue

these oppprtuntties

Q:

Hpw has Atmos taken advantage of the cost saving opportunities with regard to

transportgtion costs?

A

Ak noted earlier, when the PBR plan was onginally implemented, all transportation

rates werg at the undiscounted published FERC tariffed rate. Transportation discounts first

became arvaxlable in the marketplace during the fall of 1999. Atmos, based on the incentives

of the PBR plan, aggressively pursued those discounts. Those discounts were not available

merely f¢r the asking, but had to be actively pursued. Transportation discounts are the

exceptior], not the rule. For example, Atmos as a whole holds transportation contracts with

28 1ntersfate pipelines, but has only two pipelines which offer discounts on all of their

contracts] Ten of the pipelines have agreed to discounts on some, but not all of the

contracts] Therefore, Atmos has, in fact, been unsuccessful in obtaining discounts from the

majority pf the available pipelines. Similarly, Atmos’® Tennessee service territory is served

by six pipelines, none of which have discounts on all of Atmos’ contracts. Only three

pipelines| serving Atmos’ Tennessee territory have some contracts that are discounted.

Therefor?, half of the pipelines serving Atmos’ Tennessee territory have no discounted

contracts|'”> Additionally, Atmos held a total of 16 contracts on the six pipelines servicing

its Tennefsee termtory, of which 11 contracts were undiscounted and priced at the maximum

FERC rafe.'* This magmtude of undiscounted contracts demonstrates that discounts were

13

Edst Tennessee, Columbia Gulf, and Tennessee Gas have some discounted contracts, Texas

Gas, Soutltern Natural, and Texas Eastern have no discounted contracts

14

Almos held two contracts on Tennessee Gas One of these contracts was a partially

discountefi contract This parhally discounted contract provided a transportation rate that moves
the commpdity from Zone 0-1 at the maximum FERC rate, whereas the transportation rate that then
moves thd gas through Zone 1-1 to Atmos’ city gate 1s at a discount off maxamum FERC rate The
other Tenfessee Gas contract is priced at the maximum FERC rate Atmos also holds three contracts

9
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not routjnely and easily granted, and required Atmos to actively seek and negotiate

discounts.

Q: How are transportation cost savings calculated under the current PBR plan?

A The PBR plan provides for consideration of transportation cost savings through the

transpo

tion cost adjuster in the Gas Cost Commodity mechanism. As noted earlier, the

Gas Cost Commodity mechamsm measures Atmos’ performance agamst a benchmark that

consists

of three published market indexes and transportation cost adjuster. Specifically,

the PBR|plan provides that “[f]or city gate purchases, these indexes will be adjusted for the

avoided

transportation costs that would have been paid 1f the upstream capacity were

purchasdd versus the demand charges actually paid to the supplier.”'®  The benchmark

average

mdex for long-term city gate purchases should be adyjusted by adding the

appropripte avoided pipeline transportation cost to the average index price of gas.

The avo

ded pipeline transportation costs should be calculated by comparing Atmos’ actual

transporfation costs for each purchase to the maximum approved FERC rate for firm, long-

term trafjsportation contracts published for each particular pipehne.'®

The transportation cost adjuster 1s necessary because the basket of market indices represents

only the] transportation costs to get the gas from the well head to the pipeline receipt point

(upstrea

m transportation) and not the Company’s costs of transporting the gas from the

receipt foint to the city gate (downstream transportation) Because Atmos’ total cost of gas

1s a bun
order t(
Compar

commog

Hled price which includes both commodity and downstream transportation costs, n
have an apples to apples companson, the benchmark used to measure the
y’s performance with regard to that total cost must also include components for both

ity and downstream transportation. The market indices are commodity based only

and do fot contain a component for downstream transportation costs without application of

the tranj

portation cost adjuster.

on Coluthbia Gulf, only one of which 1s discounted Atmos also holds four contracts on East

Tennessg
15 1
16

e, three of which are partially or fully discounted
JCG Taniff Sheet 45 2
\s discussed 1n more detail below, this 15 how transportation savings from the Company’s

NORA cpntract were calculated during the PBR experimental period

10
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Hence, ﬂ]te indices do 1ndeed serve as a proxy for the market place, but only with regard to

commod

y purchases at pipeline receipt poimnts. For example, Inside FERC tracts first-of-

the-month bidweek price reports for monthly spot gas delivered to 46 locations on 25

pipelines| Reported for each pipeline receipt point is a price range and an index price. The

index prite 1s an assessment of the price at which the majonty of dealmaking occurred for

the pipeline delivery location."”

As noted above, these price indices, in themselves, are commodity only based indices, and

do not cantain downstream transportation costs, 1. the transportation cost from the pipeline

receipt

adjusters

point to the Company’s city gate, without the appropriate transportation cost

Q: Why should avoided transportation costs be calculated by comparing actual costs to

the maximum approved FERC rate?

A Hecause at present, the maximum FERC rate is the market indicator for

transporl[mon costs. A published index for transportation costs does not currently exist

Althoug

FERC, 1n 1996, required pipelines to file Discount Transportation Reports, which

provided particular information regarding discounted rates, either firm or interruptible, the

reports gre not a reliable source of information regarding firm transportation arrangements.

My revigw of the reports indicated that certain transportation transactions that were reported

were ac

fually found to be capacity release, even though a pipeline was not required to file

this mfj ation if the discount was related to the release of capacity. Furthermore, the

reporte

forward

discounted transportation arrangements were not differentiated between firm,

haul, backhaul, mterruptible and/or winter only service. Consequently, prices

would Have been found to vary widely when making an apples-to-oranges comparison

betweer] firm, interruptible, and capacity release arrangements.

The maimum FERC rate is the market indicator for transportation costs. The best measure

of Atmds’ success in seeking lower cost, firm transportation arrangements that would impact

the ultirhate total cost of gas to the ratepayer would be its ability in:

C MSK 304
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As noted|

contracts

a) Obtaiming discounts off of FERC maximum approved price;

b) Sustaning these discounts upon renewal or renegotiation; and

c) Maximizing the discount off the approved price that Atmos receives from
its pipeline transportation provider for the specific and unique pipeline

transportation paths, e.g. receipt point to city gate

above, following the experimental PBR plan period, discounted firm transportation

began to be a feature of the marketplace and accordingly, have been aggressively

pursued

by Atmos. As noted above, Atmos currently holds some discounted firm

transportftion contracts on one-half of its pipelines serving the Tennessee territory, which

are a resplt of successfully negotiating discounts off the maximum approved FERC rates.

The re

ining one-half of Atmos’ pipelines provide no discounted firm transportation

contractsjand are priced at the maximum FERC approved transportation rate. Therefore, the

benchmalk 1s indeed the maximum FERC approved transportation rates, which 1s the

market-c

the negot

earing price for the majority of the firm transportation contracts and the basis for

jations for any discounts.

The appgoved FERC rate is unique to a pipeline, and to a pipeline’s receipt point and

delivery |point. These prices do not in fact vary widely, but instead are specific to the
contract fype (e g. delivery/receipt points, volumes, seasonality, and duration). Therefore,
the maximum approved FERC transportation rates serve as the most objective benchmark
for the transportation component of total gas costs.

A review of several additional factors also supports the view that the maximum FERC rates
do serve s the indicator of prices achieved 1n the market. For mstance:

a) Atmos negotiates discounts off of FERC approved rates, not off
commodity-based indices;

b) The maximum FERC rate has been accepted by other state public utility
commissions as the true market indicator of long-term, firm
transportation costs;'®

18 PER plans for LG&E, and Western Kentucky Gas

12
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¢) The maximum FERC rate would serve as the benchmark for any PGA
audit or prudence review of Atmos’ purchases. If, for example, the
downstream, firm transportation costs were excluded from the PBR,
the TRA would be required to establish the basis for comparing actual
firm transportation costs to a standard of prudence, e.g approved,

maximum FERC rates;

d) A review of all of the transportation contracts negotiated by Atmos
reveals that the majority of contracts are priced at the maximum

approved FERC rate; and

¢) The approved NORA arrangement, per the existing PBR plan, relied
on the maximum FERC rate 1n calculating the transportation cost

adjuster to the commodity market indexes.

Q (Jould you provide an example of how transportation costs savings should be

calculated for a particular month under the current PBR plan?

A Yes. The calculation would rely on determining the specific transportation costs,

both difcounted and undiscounted, for a unique delivery path and in some mstances,

multiple| delivery paths for a particular commodity. A FERC published rate for each

delivery|path would be determined and then applied as the transportation component in the

bundled

market index. However, rather than track both discounted and undiscounted

transporfation costs associated with each gas commodity purchase and map these purchases

to a um]ue, and sometimes multiple delivery paths, a simpler reporting and tracking format

IS reco

C MSK 304
2830844-04

ended, as follows.

a) Calculate the total actual monthly transportation cost paid by Atmos
under each of 1ts discounted and undiscounted transporting pipeline
contracts for the state of Tennessee;'”

b) Allocate the total actual monthly transportation costs to each of Atmos’

supplier commodity purchases 1n order to calculate a total bundled price
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for that purchased commodity. The resulting total price for that
commodity purchase would then reflect both commodity and

: 2
transportation costs; o

¢) Determine the transportation cost adjuster utilizing the FERC approved
maximum transportation rates, both fixed and vanable.?! As m NORA,
add this transportation cost adjuster to the commodity index so as to
determine a bundled market index, that includes both commodity and
transportation components, agamst which performance would be

determined;

d) Calculate the average of the three commodity only indexes, 1t the same

manner used for all commodity purchases as laid out in the PBR plan;

¢) Add the transportation cost adjuster calculated n step c) above to the
commodity only index from step d) above 1n order to determine the
bundled index, as n NORA. This market index serves as the standard of
performance against which Atmos’ commodity purchases, and the
transportation costs of delivering that commodity to Atmos’ city gate

would be compared; and

f) Compare actual bundled costs (both commodity and transportation)

aganst the adjusted market index to determine gains/losses. Apply the

19

$um the actual invoiced transportation costs, both fixed and varnable, for each of Atmos’

transporfing pipeline contracts associated with delivery of the commodity from the pipeline receipt

point to
20

Atmos’ delivery point(s) in the state of Tennessee
Divide Atmos’ total transportation costs for the state of Tennessee by the total commodity

supplierpurchases for the month in order to determine a transportation cost per MMBTU allocation

factor

ch of the supplier's commodity purchases would be multiphed by the transportation

allocatio factor to determine the actual transportation cost allocated to that specific suppher’s
commodpty purchase and therefore, reflect the allocated transportation cost to move the commodity
from thelpipeline recespt pomt to Atmos’ city gate.

21

As m NORA, for each transporting pipeline contract, use the maxamum FERC rate to

determifie the benchmark cost for the transportation component of the market mdex Undiscounted
contract§ would, of course, have the same actual transportation costs as the benchmark for that

contract
NORA,

The discounted contracts would show some amount of avoided transportation costs  As mn
hese benchmark transportation costs, based off of maximum FERC rates, mclude both the

pipelineldemand and volumetric costs and would be based on the FERC Tariffed Transportation
Demand Rate, Tanffed Transportation Commodity Rate and Surcharges and Direct Bills

CMSK3
2830844
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336 deadband to determine the amount of gains /losses that would be shared

337 between the ratepayer and Atmos under the 50/50 sharing formula.

339  The follpwing table illustrates the above methodology for a single month and for a single

340  suppherjcommodity purchase contract:

341

15
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341

342

(jategory-

- (§)

‘Cost, |

| Volimes: -
- (MMBTU)-

. .Tndex

- ($/MMBTU). |

Cost: .

R : ‘G_a,ins/losses\"
($/MMBTU).

($/MMBTU)

Suppligr Invoice
Contragt Price

(comrr]odlty)2 :

$1,696,509

387,393

$4.3793

Total Burchased
Volunjes®

1,270,798

Actual{Pipeline
Invoicg Cost
(transportation) for
entire ptate of
Tenn.

$1,957,357

Actua
Transpjortation Cost
Allocdtion Factor®”

$1.5403

Totaldd Bundled
Actual Cost®®

$5.9196

Benchimark FERC
Appragved Max Rate
(all trgnsportation
contrgcts)

$2,199,570

Transportation Cost
Adjugter

$1.7309

Averdge of
Commpodity Only
Indexks

$4.4670

BundJed Index
(cominodity and
transgortation)

$6.1979

97.7% of Bundled
Index| (Gains)

$6.0553

$0.1357

102% of Bundled
Index| (Losses)

$6.3219

a9
22

23
24

Az

Al

Tennesgee.

26
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Evmced volumes - MMBTU

xcluding NORA, so as to not double count
voiced actual costs.
Actual, total transportation costs for Tennessee divided by the purchased volumes for
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Sum of actual commodity cost and allocated actual transportation cost.




343
344
345

346
347

348
349
350

351
352
353

354
355

356
357

358
359
360
361
362
363
364
365

366
367
368
369
370
371

Note:

Above values are representative of actuals for a single month for a single suppher

during the audit year. A smmilar calculation, using the above methodology for the remaming

supplier|contracts would be conducted, as well for the remaining months of the plan year.

In sumnfary, the cost to deliver the gas {rom the pipeline receipt point to the city gate can be

captured by the PBR mechanism:

Q:

current

A:

include

a) The total bundled cost at the city gate, € g. commodity and transportation,
1s compared to a market index that includes both commodity and
transportation costs;

b) The FERC approved rate 1s used as the benchmark to adjust the
commodity indices and therefore, bundle both the commodity and

transportation cost into a single market index, and

¢) The 97 7% - 102% deadband 1s applied to calculate gains and losses.
Benefits are shared 50/50 between the ratepayer and Atmos.

How should savings under the Company’s NORA contract be treated under the

PBR plan?

Atmos’ gas supply contract covering the East Tennessee-NORA Gas Pipeline was

i in the two-year experimental PBR period, but was mitially excluded from the

permanent PBR plan because it pre-dated the plan. The TRA ruled that if the NORA

contrac|

was renewed or renegotiated, Atmos could petition for inclusion of the contract in

the PBR plan. Atmos negotiated a new NORA contract in April 2000, with an effective date
of November 1, 2000. On September 26, 2000, Atmos filed a petition with the TRA

reques

granted

Unlike

ng pernussion to include the new NORA contract in the PBR plan. The TRA

Atmos’ request at the June 12, 2001 agenda conference.

the negotiated discount contracts discussed above, which are transportation-only

contragts, the NORA contract contains both commodity and transportation purchases.

During

the PBR experimental period, the savings generated from the NORA contract were

calculdted through the use of the transportation cost adjuster. Purchases made under the

NORA

saving

CMSK3
2830844-

contract avoid or reduce Atmos’ transportation costs This transportation cost

was calculated by comparng the actual transportation costs to the approved FERC
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372
373
374

375
376
377

378
379
380
381

382
383
384
385
386
387

388

389

maximuin rate. The difference between the actual transportation costs and the maximum

FERC rites was labeled as avoided costs and 1s a key element of the formula used to

determinie the benchmark to apply to the total NORA purchase.

Although the NORA contract was mmtially excluded from the permanent PBR program, the

Authori

ty, on November 8, 2001, entered an order granting permission to include the newly

renegotigted NORA contract in the PBR.?’ The Authority held:

The N

{
Upon a careful review of the petition, and of the entire record
in this matter, the Authority approved United Cities' request to
include transactions under the new NORA contract m 1ts

Incentive Plan.

contract 1s a long-term contract. The Avoided Costs (maximum FERC rate

minus adtual transportation rate) are added to the average of the three indexes (FERC, NGI,

and NYMEX) to arrive at an “Average Index” price. This Average Index price is a bundled

index

ith both commodity and transportation components. Gains/penalties are then

calculatdd if the mvoiced price 1s 97.7% or less than the Average Index price (Gains) or

102% orjmore than the Average Index price (Penalties).

The tablé below demonstrates these calculations.

z (rder, Docket No 00-00844

18
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389

390

391

392
393

394
395
396
397

Category | Icll-txll.éfx‘. o Cost * -, ';Gaihﬁ/losées
‘ - “($/MMBTU) ;| ($/MMBTU) (S/MMBTU)

Supph

b Invoice Price N/A

(comniodity) >

Pipelr

(transgprtation) 2

Invoice Price N/A

Price (|
transpq

Total Bundled Invoice $6.3050

fommodity and
rtation)

Avera
Only I

¢ of Commodity $6 1893
dexes

Benc

Dem

Plus Tgansportation Cost
Adjustgr from the

FERC [Approved Max.

$0.3522

ark

Rate

Bund}
and tr

Index (commodity $6.5415
sportation)

97.7%
(Gans

bf Bundled Index $6 3910 $0.086

(Losse

102% T.f Bundled Index $6.6723

)

Note: A?ove values are hypothetical but are representative of actuals during the audit year.

The aboy

treatmen

 methodology correctly outlines the manner 1n which the PBR plan envisioned the

of the NORA benefits, and recognizes that:

a) To make an accurate comparison, the NORA purchases (which is a
bundled cost which ncludes both commodity and transportation
components) must be compared to a market index that includes both
commodity and transportation costs;

24 Ifvoiced volumes -- MMBTU

29 Demand rate based on MDQ, not actual throughput
19
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398
399
400

401
402
403
404
405
406
407

408
409

410
411
412
413
414
415
416

417

418
419
420
421

422

423
424

Q.

b) The FERC maximum approved rate 1s the appropniate benchmark to
adjust the commoduty indices and therefore, bundle both the commodity

and transportation cost into a single market index; and

c) Benefits should then be calculated by applying the 97.7% - 102%
deadband to the benchmark and determining whether Atmos’ purchases
were less than 97.7% of the benchmark (such that savings would be spht
equally between the Company and the consumers); or, more than 102%
of the benchmark (such that penalties are shared equally between the
Company and the consumers); or, fell within the deadband (such that no

penalties or savings were shared).

Hlease describe how the new tariff proposed in Docket No. 02-00850 would operate

if approyed?

A.

1f the tariff proposed in Docket No. 02-00850 is approved, the PBR program will be

amended to include a slightly different and more detailed formula for the calculation of

transporfation cost savings that will more explicitly reflect current market conditions. The

proposed tanff adds a third incentive mechanism to the two existing mechanisms (Gas

Commodlity Cost or “GCC” and Capacity Release Sales or “CRS”). This third mechanism

would

b# a separate mechanism solely for transportation costs and would be labeled a

Transpoftation Index Factor (“TIF”).

With the|addition of the new TIF, the PBR formula would be represented as follows:

HBR Benefits = GCC + CRS + TIF

where GCC = Gas Commodity Cost, CRS = Capacity Release Sales, and TIF =

Tiransportation Index Factor.

Q: Rlease describe the TIF component.
A: 'lIJhe recommended TIF component of the PBR would be comprised of four (4) basic
elementg:
20
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425

426

427

428

429
430
431
432
433

434
435
436

437
438
439
440

441
442
443

444
445

446

447
448
449
450
451
452

1. Actual discounted transportation costs (“Actuals”);

2. Transportation cost standards of performance (SOP),
3 Savings calculation; and

4 Savings sharing formula.

Actuals fvould represent the amount of transportation discounts received on Atmos’ pipeline

contractd. Actuals would be compared to the SOP, the maximum FERC-approved

transpo

riation rates, 1n order to determine the amount of savings earned. Savings would be

calculatgd on a monthly basis. The monthly savings would then be allocated between the

consumdrs and the Company based on the recommended three tiered sharing formula.

Atmos’

a) When the savings are greater than 0% but less than 10% of the standard
of performance, the Company 1s entitled to 30% of the savings, with the
consumers retamning the remaining 70% of the savings,

b) When the savings are greater than or equal to 10% but less than 20% of
the standard of performance, the Company 1s entitled to 40% of the
savings, with the consumers retaining the remaming 60% of the savings;
and

¢) When the savings are greater than or equal to 20% of the standard of
performance, the savings are shared equally between the consumers and
the Company.

tal earning under the entire PBR plan would be its portion of TIF benefits in

additionlto 1ts portion of the GCC and CRS components, subject to the earnings cap.

Q:

A:

EJlease explain the calculation of the elements of the TIF component.

A SOP for each pipeline contract would be calculated by multiplying the maximum

FERC rdte by the volumes contracted for and delivered to the Company. The TIF Savings

would t
costs fr
then be

sharmg

n be calculated by subtracting the Company’s actual discounted transportation
the maximum FERC rate for each pipehine. The savings for each pipeline would
dllocated between the Company and the consumers according to the three tier

Tlormula described above.

21
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453 Q: lllease provide an example of the TTF calculation if Docket No. 02-00850 were

454  approveq.

455 A, A brief summary 1s as follows :
¥ pipetine .- | fAcmis | 2 AvtualsTo L SORDT I < SOPL - Beefit Benlfits. 1 Coripings %
P PR Y hoigate | Reservation - FERC . | FERE 7| Ayoidettsl: Avaided .| v Shareot . ° Sharef -

Alvoice .| ~Citygate. . | Maximum- [ Demand | Costs> | Costss | Benefits (%) | Benefits (%)
Price. | Invoice Valtié | . Rafe. - Value- |- Rate:- | ‘Demiand : 1

Tennessee/ETNG | §7 11 $374,324 $716 $376,957 | $005 $2,632 70% 30%

#30774

Tennessee/ETNG | 0 4227 $89,424 $0 5988 $126,678 | $01761 | $37,255 70% 30%

#33254

Tennessee 192 $17,925 $202 $18,859 $010 $934 70% 30%
/Storage A

Total $481,673 $§522,494 $40,821 70% 30%

456

457 n SPP would be the maximum FERC rate

458 3 (bmpany’s Share of Benefits subject to earnings cap

459

460  As demJInstrated 1n the example above, the Company outperformed the market; however,

461  only at aflevel to share in 30% of the benefits due to the three tiered sharing mechamsm.

462 Q: lyour opnion is the tariff proposed in Docket No. 02-00850 just and reasonable
463 andint

best interest of the Company and the ratepayers?

464 A Yes. As noted above, the purpose of the PBR program is to incent proper business
465 decisionyf and do so 1n a manner that is not detrimental to the consumer. It was designed to
466  create ait incentive for the Company to out-perform the market in 1ts acquisition of gas
467  supplies py allowing the Company to share in savings obtained and help absorb excess costs.
468 In orde;lto satisfy this design principle, a PBR program must span all gas purchasing and
469 transportption activities, and must be flexible enough to allow innovation with regard to
470  types offsavings obtaned. Without such flexibility, I believe the plan to have a matenal
471  defect. [If the Company 1s permitted to recover savings for only a portion of its gas

472  purchasiig and transportation activities, the incentives will be skewed and will not result in

473  the mostibeneficial decisions for the Company and the ratepayers.

22
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474
475
476
477
478

479
480
481
482
483
484

485
486
487
488
489
490

491
492

497

498

499

the tot

method

The tajf proposed in Docket No. 02-00850 unbundles the transportation cost component of

delivered cost of gas to the city gate and provides a more detailed and specific

for calculation of the transportation savings that have become available since the

PBR pl4n was implemented. Transportation costs can be then be monitored on a pipeline by

pipeling| contract basis, thereby simphfying the transportation cost process.

The proposed tariff replaces the reasonableness or prudence review of the Company’s gas

purchasing activities overseen by the TRA. This replacement results n a reduction in

regulat

y costs. This reduction of costs corresponds to a reduced cost-of-service, which

directly|benefits the consumer by reducing the corresponding amount of revenue

requirenients and therefore, consumer rates. It also benefits the Company and the TRA by

freemng fip scare resources to focus on other regulatory and business 1ssues.

The proposed tanff, which would span the entire spectrum of gas procurement, storage, and

capacity] activities, including transportation costs, also provides the Company with a set of

visible

d measurable standards against which its performance on the cost of the delivered

city-gat¢ gas would be determined. These standards would serve as the basis, based on

Comparjy performance, from which savings or costs would be shared between the consumer

and the

Company.

The proposed tanff also ensures that the consumer’s cost-of-gas 1s based fairly on market-

based p

Lastly,

on redu

ficing and that the Company 1s incented to beat that market price.

e proposed tariff ensures that the Company’s gas purchasing activities are focused

ding the total cost of gas delivered to the city-gate, as opposed to maximizing

benefitsfin one component of the PBR at the expense of another.

Q: IPoes this conclude your direct testimony?

A Yes it does.
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